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GAO

United States
Genreral Accounting Office
Washington, D.C. 20548

Comptroller General
of the United States

B-258863
February 26, 1596

To the President of the Senate and the
Speaker of the House of Representatives

This report presents the result of our review of the Department of
Education’s Office of Inspector General’s (01G) financial audit of the
Federal Family Education Loan Program’s (FFELP) Principal Financial
Statements and its internal controls and compliance with laws and
regulations for the fiscal year ended September 30, 1994. We conducted
our review pursuant to section 432(b) of the Higher Education Act of 1965,
as amended (20 U.S.C. 1082(b)).

This is the third year the FFELP's Principal Financial Statements were
prepared. The 0IG was unable to express an opinion on the financial
statements taken as a whole because student loan data on which
Education based its costs to be incurred on outstanding guaranteed loans
(referred to as liabilities for loan guarantees), was not reliable. In addition,
the oIG continued to report material weaknesses in internal controls
related to determining FFELP’s liabilities for loan guarantees and related
program costs, effectively monitoring payments to guaranty agencies and
lenders, and ensuring accurate financial reporting. Although internal
control weaknesses persisted during fiscal year 1994, Education has been
working towards correcting these weaknesses. We reviewed the work of
the oIG and concur with its reports.

We are sending copies of this report to the Secretary of Education, the
Inspector General, and other Department officials. We are also sending
copies to the Director of the Office of Management and Budget, the
Chairmen and Ranking Minority Members of the Senate Committee on
Governmental Affairs and the House Committee on Government Reform
and Oversight, and other interested congressional committees. Copies will
be made available to others upon request.
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This report was prepared under the direction of Lisa G. Jacobson,
Director, Accounting and Information Management Division, who may be
reached at (202) 512-5095.

kv

Charles A. Bowsher
Comptroller General
of the United States
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United States
General Accounting Office

Washington, D.C. 20548

Comptroller General
of the United States

B-258863
To the Secretary of Education

Legislation! requires the Department of Education to prepare annual
financial statements for the Federal Family Education Loan Program
(FFELP) and requires the Comptroller General and Education’s Inspector
General to audit these statements. Fiscal year 1994 was the third year that
FFELP’s Principal Financial Statements were prepared, and data reliability
problems continued to preclude the auditors from rendering an opinion on
three of the four statements. Although internal control weaknesses
persisted during fiscal year 1994, Education has been working towards
correcting these weaknesses.

Education’s Office of Inspector General (01G) was required to audit the
FFELP Principal Financial Statements for the fiscal year ended September
30, 1994, and issued its report dated May 8, 1995.2 (See appendix L) For
fiscal year 1993, we worked with the 0IG in an effort to audit these
statements and jointly issued a report dated May 20, 1994.2 The joint report
covering fiscal year 1993 did not include an opinion on the Statement of
Financial Position, Statement of Operations and Changes in Net Position,
and Statement of Budgetary Resources and Actual Expenses because the
student loan data on which Education based its costs to be incurred on
outstanding guaranteed loans (referred to as liabilities for loan
guarantees) was not reliable. We were able to determine, through detailed
audit procedures, that the fiscal year 1993 Statement of Cash Flows
presented fairly the cash actually received and disbursed by FFELP.
However, because of the material internal control weaknesses identified,
we could not determine if the cash Education received or disbursed was
all that it should have.

For fiscal year 1994, the 01 was unable to express an opinion on the
financial statements taken as a whole because of the previously reported
data reliability problems.* We concur with the 01G’s disclaimer of opinion.
Further, we also concur with the 01G that the fiscal year 1994 Statement of
Cash Flows presents fairly, in all material respects, the cash actually

1Section 3516 and 3521 of title 31, United States Code, and section 432(b) of t. e Higher Education Act
of 1966, as amended (20 U.S.C. 1082(b)).

2Financial Statement Audit: U.S. Department of Education Federal Family Education Loan Program for
the Years Ended September 30, 1994 and 1993 (ACN 17-40302).

SFinancial Audit; Federal Family Education Loan Program's Financial Statements for Fiscal Years 1983
and 1092 (GAO/AIMD-94-131, June 30, 1994).

4See footnote 3 and Financtal Audit: Federal Family Education Loan Program's Financial Statements
for Fiscal Year 1992 (GAO/AIMD-934, June 30, 1993).
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Background

received and disbursed by FreLP. However, because of the material
internal control weaknesses identified, the 01G could not determine if the
cash Education received or disbursed was all that it should have.

For fiscal year 1994, the 01G reported that material weaknesses in FFELP's
internal control structure existed. These material weaknesses, which were
previously reported, relate to determining FFELP's liabilities for loan
guarantees and related program costs, effectively monitoring payments to
guaranty agencies and lenders, and ensuring accurate financial reporting.’
We concur with the 01G’s findings. As part of a financial audit, the 0IG is not
required to and therefore did not express an opinion on internal controls.
However, the above material weaknesses resulted in ineffective controls
over safeguarding assets and assuring that there were no material
misstatements in FFELP's Principal Financial Statements.

The 01G also reported that improvements in Education’s policies and
procedures related to cash reconciliations, loan receivables, and controls
over an information subsystem were needed. We agree with the 01G’s
assessment and related recommendations in these areas.

Further, we concur with the 01 that with respect to the items tested, FFELP
complied in all material respects with the provisions of laws and
regulations tested. However, since such tests were limited to selected
provisions of laws and regulations, this conclusion does not represent an

overall opinion on compliance with laws and regulations for fiscal year
1994.

For fiscal year 1994, the 01G also reviewed the financial information in
management’s Overview of the Reporting Entity and did not report any
material inconsistencies with the Principal Financial Statements.
However, as noted by the 0IG, this information was generally derived from
the same sources as the information presented in the Principal Financial
Statements. Consequently, we believe that because of ineffective internal
controls and unreliable student loan data, the reliability of information
presented in the Overview of the Reporting Entity cannot be reasonably
determined.

FFELP, established in 1965 and formerly known as the Guaranteed Student
Loan Program, is the largest postsecondary education loan program of the
federal government. Its primary mission is to increase postsecondary

5See footnote 4.
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education opportunities for eligible students who otherwise may not be
able to further their education. As of September 30, 1994, Education
reported an estimated $77 billion in outstanding loan guarantees, about
$23 billion of which was guaranteed in fiscal year 1994 alone.

]

Objectives, Scope,
and Methodology

To meet our audit responsibility and to avoid duplication and unnecessary
expense, we reviewed the 01G's work. To determine the reasonableness of
the 01G's work and the extent to which we could rely on it, we

reviewed the 01G's audit methodology and planning;

evaluated the qualifications and independence of the 01G’s audit staff;
participated in tests of cash receipts and disbursements;

reviewed the 01G's working papers to determine compliance with generally
accepted government auditing standards and Office of Management and
Budget (OMB) Bulletin 93-06 “Audit Requirements for Federal Financial
Statements,” including assessing the appropriateness of (1) the nature,
timing, and extent of substantive tests performed, (2) the evaluation of the
entity's internal controls, and (3) the testing of compliance with significant
provisions of selected laws and regulations; and

read the financial statements and the 01G's May 8, 1995, report to evaluate
conformity with (1) the other comprehensive basis of accounting stated in

note 2 and (2) OMB Bulletin 94-01, “Form and Content of Agency Financial
Statements.”

Our work was conducted from October 1994 through June 1995 in
accordance with generally accepted government auditing standards.

Internal Control
Weaknesses Persist
but Some Corrective
Actions Are in
Progress

Consistent with prior Gao and 01G reports, the ciG concluded that

FFELP's liabilities for loan guarantees and related program costs were
primarily calculated using models which continued to be based on student
loan data found to be unreliable;

Education did not have systems or procedures in place during fiscal year
1994 to ensure that individual billing reports submitted by guaranty
agencies and lenders were reasonable; and

the financial reporting process® did not ensure that financial statements
and other management reports were reliable.

SThe financial reporting process includes analyzing, evaluating, summarizing, reconciling, adjusting,
and reclassifying information so that it may be reported to management and/or outsiders. Accounting
and information systerns supporting FFELP are an integral part of this process.
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Education has made some progress in addressing these issues. It has
begun implementing the National Student Loan Data System (NSLDS)—the
first national database of loan-level data. According to the 01G, although
NSLDS was not designed as a financial system, it could provide valuable
information on characteristics of Education’s loan portfolio that would be
useful in estimating program costs. However, as noted by the 01G, the
usefulness of this data depends on its accuracy and validity. As a result,
we agree with the 01G’s recommendation that Education needs to test the
accuracy and validity of the loan data in NsLDs. Education is currently
working with a contractor to identify and verify critical data items in
NSLDS.

In March 1995, the 01G issued an audit guide requiring all lenders
participating in FFELP to have an annual compliance audit by a nonfederal
auditor. The purpose of these audits is to obtain auditor attestations
regarding lenders’ assertions that their respective requests for payment of
interest and special allowances are accurate, complete, properly classified
and computed, and supported by adequate loan documents. Education witl
need to monitor implementation of the audit guide requirements to ensure

that it receives those assurances regarding the accuracy of lenders’
billings.

Education is redesigning its current financial management systems into a
newly integrated core financial system called Education’s Central
Automated Processing System (EDCAPS). The Financial Management
Systems Software module within EDCAPs will replace the current
antiquated and inefficient general ledger system and is expected to directly
produce the FFELP financial statements. This module is expected to be
implemented in fiscal year 1997.

In addition, Education has initiated a task order with the FrELP information
system contractor to develop permanent. subsidiary ledgers supporting
general ledger balances and to improve the interface tbetween the FFELP
subsidiary systems and the general ledger system. As reported by the 0I1G,
one of the primary purposes of these improvements is to provide a
detailed audit trail for all transactions posted from the subsidiary systems
to the general ledger system. If successful, these initiatives should assist
Education in addressing identified financial reporting problems.

We have separately reported on Education’s computer general controls
over FFELP's information system. We continued to find weaknesses in that

J
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system’s ability to adequately protect sensitive data files, applications
programs, and systems software from unauthorized use.” Effective
computer general controls over FFELP's information system are critical to
safeguarding assets, maintaining sensitive student loan data, and ensuring
the reliability of financial management information. Education reported
that it has acted to correct the weaknesses identified, such as
implementing new security oversight procedures and working with the
information system contractor to remedy access and software control
problems. Future andits should determine the effectiveness of these and

other corrective actions.
. Education has made some progress in addressing prior years’
Status of PreVlf)uS recommendations. Of the 21 recommendations made during the past 2
Recommendations years, 8 have been closed and action was in progress or planned for 11. Of

the remaining 2, one requires congressional action and no specific action
was planned for the other.® Until corrective action is completed on all
prior year recommendations, we continue to reaffirm open
recommendations included in the 01G’s report on FFELP’s Principal
Financial Statements for fiscal years 1994 and 1993. (These prior years’
recommendations are reprinted on pp. 65 and 66 of this report.)

Officials in Education’s Office of the Chief Financial Officer and Office of
Agency Comments Postsecondary Education reviewed a draft of this report and generally
concurred with the conclusions. Their comments have been incorporated
where appropriate. Consistent with their comment on the 0I1G’s report,
Education officials disagreed with the conclusion that unreliable loan data
prevents them from reasonably estimating FFELP liability costs. They
believe that the estimates of liabilities for loan guarantees and subsidy
expenses are reasonable because prior years’ estimates were consisterit
with actual cash flows. However, we agree with the o1G that there was
insufficient reliable audit evidence to support management'’s estimate.

"Federal Family Education Loan Information System: Weak Computer Controls Increase Risk of
Unauthorized Access to Sensitive Data (GAO/AIMD-96-117, June 12, 1995).

8No action was planned for the study of the feasibility of requiring guaranty agencies to standardize
their FFELP loan accounting systems because Education believes that the role of the guaranty
agencies Is expected to be significantly phased down as a result of the Federal Direct Student Loan
Program.

o 10
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Education officials advised us that they are developing a methodology
they believe will produce auditable and verifiable estimates of liabilities
for loan guarantees and subsidy expenses.

s

ok

Charles A. Bowsher
Comptroller General
of the United States

June 30, 1995

peat
-
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Appendix I

Education’s OIG Report on FFELP Financial
Statements for Fiscal Year 1994

UNITED STATES DEPARTMENT OF EDUCATION
OFFICK OF INSPECTOR GENERAL

May 31, 1995

Honorable Richard W. Riley
Sccretary of Education
Washington, D.C. 20202

Desar Mr. Secretary:

This report presents the results of our audit of the Department of Educaiion’s Federal Family
Education Loan Program (FFELP) principal financial statements for the fiscal years ended

Septetpbcg;go. 1994 and 1993, This audit was required under the Chief Financial Officers
Act of 1990.

The results of the audit were discussed with members of your staff throughout the audit.
The Offices of the Chief Financial Officer and Postsecondary Education responded to the
findings and recommendations presented in the draft audit report. Based on the response,
management is in general agreement with the recommendations in the report. Management
disagrees with our conclusion that unreliable loan data prevents the Department from
reasonably estimating liability costs. The complete text of the combined response and our
comments to it arc included in Appendix II.

During the course of our audit, we identified other matters which are not reportable but
nevertheless warrant management's atteation. These are being communicated in a separate
letter for management's consideration.

In accordance with the Freedom of Information Act (Public Law 90-23), reports issucd by
the Office of Inspector General are available, if teq:eeued. to members of the press and
t

general public to the extent information contained therein is not subject to exemptions in the
Act.

We appreciate the cooperation given us in the audit.

Steven A. McNaman

Assistant Inspector General
for Audit
Enclosure
400 MARYLAND AVE.. B.W. WASMINGTON. D.C. 50308-1810
Owr miseion is 10 ensury equil acesse to tion and to p the Natien.

ERIC
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Education's OIG Report on FFELP Financial
Statermments for Fiscal Year 1994
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Education’s OIG Report on FFELP Financial
Statements for Fiscal Year 1994

|

HIGHLIGHTS OF RESULTS

Requirement In accordance with the Chief Financial Officers Act of 1990, we
were required to audit the accompanying principal financial
statements of the United States Department of Education’s
Federal Family Education Loan Program (FFELP) for the fiscal
years ended September 30, 1994 and 1993. Last year, the
General Accounting Office and the Office of Inspector General
jointly performed the audit of the fiscal year 1993 financial
statements.

Inspector General’s The FFELP’s liabilities for loan guarantees as of September 30,

Report on Financial 1994 and 1993 were primarily calculated using models which

Statements were based upon unreliable student loan data. Because we were
unable to perform procedures to satisfy ourselves as to the
valuation of these liabilities and the related subsidy costs, the
scope of our work was not sufficient to enable us to express,
and we do not express, an opinion on the principal financial
statements taken as a whole.

We determined, through detailed procedures, that the statements
of cash flows for the fiscal years ending September 30, 1994
and 1993, state fairly the cash actually received and disbursed
by FFELP, in conformity with the basis of accounting described
in Note 2. Because of material internal control weaknesses,
however, we were unable to determine if the Department
received or disbursed the proper amounts.

Inspector General’s In planning and performing the audit of the principal financial

Report on statements of FFELP for the fiscal year ended September 30,

Internal Controls 1994, we considered its internal control structure in order to
determine the auditing procedures for the purpose of expressing
an opinion on the principal financial statements and not to
provide assurance on the internal control structure.

The report on internal control structure disclosed conditions
existing during fiscal year 1994 which we considered to be
material weaknesses. These are the same material weaknesses
reported as part of the 1993 and 1992 financial audits.
Corrective actions completed and outstanding from previous
financial audits are indicated in Appendix I.

BEST COPY AVAILABLE
ERIC 14
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Appendix I
Education’s OIG Report on FFELP Financial
Statements for Fiscal Year 1994

Unreliable Loan Data

Verification of Billings

Financial Reporting
Process Capability

Inspector General's
Report on Compliance
with Laws and
Regulations

Department’s
Comments and
OIG Response

FFELP’s estimated liabilities for loan guarantees and related
program costs continue to be based on unreliable historical loan
data.

Improvements are necessary to ensure billings from lenders and
guaranty agencies are reasonable. Lender and guaranty agency
billings have not been adequately verified for accuracy and
completeness.

Improvements are necessary to enhance the Department’s
financial management process to ensure that the financial
statements and other management reports are reliable.
Previously reported problems still exist with the Department’s
general ledger, FFELP’s subsidiary ledgers and in FFELP's
operation of the general controls over the information and
accounting systems. We also noted two additional areas, cash
reconciliations and loans receivable, where the Department
could make improvements to financial management policies and
procedures.

Our recommendations to address these weaknesses are provided
on page 14. The Department has already put forth substantial
efforts and made progress in correcting these problem areas and
we encourage their continued efforts until the recommendations
are fully implemented.

FFELP complied, in all material respects, with provisions of
laws and regulations which we tested. With respect to items not
tested, nothing came to our attention that caused us to believe
that FFELP had not complied, in all material respects, with
those provisions.

Management is in general agreement with the recommendations
in the report. Management disagrees with our conclusion that
unreliable loan data prevents the Department from estimating
liability costs. The complete text of the Department’s comments
and our response is included in Appendix II.

Q

ERIC
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Education's OIG Report on FFELP Financial
Statements for Fiscal Year 1994

UNITED STATES DEPARTMENT OF EDUCATION
OFFICE OF INGPECTOR GENERAL

INSPECTOR GENERAL’S REPORT ON FINANCIAL STATEMENTS

To the Secretary of Education

Requirement In accordance with the Chief Financial Officers Act of 1990, we
were required to audit the accompanying staternents of financial
;->sition of the United Scates Department of Education Federal
Family Education Loan Program (FFELP), as of September 30,
1994 and 1993, and the related statements of operations and
changes in net position, cash flows, and budgetary resources and
actua) expenses for the years then ended. These principal
financial statements are the responsibility of the United States
Department of Education management.

Accounting Policies As explained more fully in Note 2, "Summary of Significant
Accounting Policies," these financial statements were prepared
in accordance with the form and content requirements specified
in OMB Bulletin 94-01, Form and Content of Agency Financial
Statements. Financial statements presented in this format are
prepared on a comprehensive basis of accounting other than
gencrally accepted accounting principles.

Unreliable Loan Data  The costs to be incurred on outstanding guaranteed loans
(referred to as liabilities for loan guarantees) were primarily
calculated using models which were based upon unreliable
student loan data. Due to the number of entities involved in
providing this data and the range of errors found in previous
audits,’ we could not practically determine the potential
magnitude of such errors and their effect on the FFELP’s
liabilities for loan guarantees as of September 30, 1994 and
1993. Other relevant evidence to support a conclusion about the
fair presentation of FFELP’s liabilities for loan guarantees, and
their related subsidy costs, was either not reliable or not
considered sufficient. This condition is essentially unchanged
from previous years’ audits.

1 3 9

1992 (GAO/AIMD-93-04, June 30, 1993), 7.

400 MARYLAND AVE.. 8.W. WASHINGTON. D.C. 30202-1810

Our mission 8 to snowe equal accens to and to p ugh the Nation.
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Appendix 1
Education’s OIG Report on FFELP Financial
Statements for Fisca) Year 1994

These liabilities are the most significant amounts in the
accompanying financial statements, and are reported at $15.2
billion and $13.6 billion, as of September 30, 1994, and 1993,
respectively.

Disclaimer Since the liabilities for loan guarantees were based upon
unreliable data and we were unable to perform other procedures
to satisfy ourselves as to the valuation of these liabilities and the
related subsidy costs, the scope of our work was not sufficient
to enable us to express, and we do sot express, an opinion on
the financial statements taken as a whole.

We determined, through detailed procedures, that the statements
of cash flows for the fiscal years ending September 30, 1994
and 1993, state fairly the cash actually received and disbursed
by FFELP, in conformity with the basis of accounting described
in Note 2. Because of material internal control weaknesses,
however, we were unable to determine if the Department
received or disbursed the proper amounts.

We have revicwed the financial information in management’s
overview of the reporting entity for any material inconsistencies
with the principal financial statements. Such information has
not been audited by us and, accordingly, we do not express an
opinion on this information.

/qu« /4 - /ﬁ{ CM
Steven A. McNamara
Assistant Inspector General

for Audit

May 8, 1995

O [
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Education’s OIG Report on FFELP Financial
Statements fui Fiscal Year 1994

UNITED STATES DEPARTMENT OF EDUCATION
CFFICE OF INSPECTOR GENERAL

INSPECTOR GENERAL’'S REPORT ON INTERNAL CONTROL STRUCTURE
To the Secretary of Education

Requirements We were required to audit the principai financial statements of
the Federal Family Education Loan Program (FFELP) of the
United States Department of Education (the Department), as of
and for the years ended September 30, 1994 and 1993, and have
issued our report thereon dated May 8, 1995.

We conducted our audit in accordance with generally accepted
auditing standards, Government Auditing Standards issued by the
Comptroller General of the United States, and the Office of
Management and Budget (OMB) Bulletin 93-06, Audit
Requirements for Federal Financial Statements. Those standards
require that we plan and perform the audit to obtain reasonable
assurance about whether the principal financial statements are
free of material misstatement.

In planning and performing our audit of the principal financial
statements of FFELP for the years ended September 30, 1994
and 1993, we considered the FFELP internal control structure in
order to determine our auditing procedures for the purpose of
expressing our opinion on the principal financial statements and
not to provide assurance on the internal contro} strucmre. With
respect to those controls that are material to the financial
statements, we determined whether FFELP has an internal
control structure that provides reasonable assurance of achieving
the internal control abjectives.

Management'’s The Department’s management is responsible for establishing
Responsibility for and maintaining an internal control structure. In fulfilling this
Internal Controls responsibility, estimates and judgments by management are

required to assess the expected benefits and related costs of
internal control structure policics and procedures. The
objectives of an internal control structure are to provide
management with reasonable, but not absolute, assurance that:
(1) transactions are properly recorded and accounted for to
permit the preparation of reliable financial statements and to
maintain accountability over assets; (2) funds, property, and
other asscts are safeguarded against loss from unauthorized use

5
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Our mission (s te snsure aqual access to and to pr 1} the Nation.
Q
E MC Page 18 1 8 GAO/AIMD-96-22 FFELP Financial Statements

Aruitoxt provided by Eic:




Appendix I
Education's OIG Report on FFELP Financial
Statements for Fiscal Year 1994

or disposition; and (3) transactions, including those related to
obligations and costs, are executed in compliance with laws and
regulations that could have a direct and material effect on the
financial statements. Because of inherent limitations in any
internal control structure, etrors or irregularities may
nevertheless occur and not be detected.  Also, projection of any
evaluation of the structure to future periods is subject to the risk
that procedures may become inadequate because of changes in
conditions or that the effectiveness of the design and operation
of policies and procedures may deteriorate.

Control Structure For the purpose of this report, we have classified the FFELP
Categories significant internal control structure policies and procedures in
the following categories:
© Treasury
O Budget

© Financial Reporting

For the internal control structure categories previously listed, we
obtained an understanding of the design of relevant policies and
procedures and whether they bave been placed in operation, and
we assessed control risk. The information reported in
management’s overview of the reporting entity was generally
derived from the same sources as the information presented in
the principal statements. Consequently, the policies and
procedures referred to above are also relevant to the information
in the overview of the reporting entity.

Scope of Internal Our consideration of the internal control structure would not

Control Work neccssarily disclose all matters in the internal control structure
that might be material weaknesses, as defined below. For this
reason, we do not express an opinion on the FFELP internal
control structure, taken as a whole, or within the categories
listed above. However, we noted certain matters involving the
internal control structure and its operation that we consider to be
material weaknesses under standards established by the
American Institute of Certified Public Accountants and OMB
Bulletin 93-06.

Material weaknesses are matters coming to our attention relating
to significant deficiencies in the design or operation of one or
more of the internal control structure clements that in our
judgement do not reduce to a relatively low level the risk that

6
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errors or irregularities in amounts that would be material in
relation to the statements being audited may occur and not be
detected within a timely poriod by employees in the normal
course of performing their assigned functions.

Material Weaknesses We noted three matters involving the internal control structure

Identified and its operation that in our opinion continue to represent
material weaknesses during fiscal year 1994. These are the
same material weaknesses reported by GAQ in their internal
controls report issued in conjunction with their audit of the fiscal
year 1992 FFELP financial statements,? and jointly reported by
GAO and OIG in the audit of the fiscal year 1993 FFELP
financial statements.> They are as follows:

- Unreliable loan data continues to prevent the Department
from reasonably estimating FFELP costs;

- Controls are not in place to verify billing reports
submitted by guaranty agencies and lenders are
reasonable; and

- The financial reporting process does not ensure that
financial statements and othcr management reports are
reliable.

Corrective actions are in progress or complete for all of the
recommendations from the fiscal years 1992 and 1993 FFELP
financial audits, as shown in Appendix I.

Unreliable Loan Data  FFELP’s liabilities for loan guarantees and related program
Continues to Prevent costs were primarily calculated using models which continue
the Department from  to be based on student loan data found to be unrcliable in
Reasonably Estimating previous audits. Due to the number of entities involved in
FFELP Costs providing this data and the range of errors found, it was not
practical to determine the potential magnitude of such errors,
nor their effect on the FFELP's liabilities for loan guarantees as

2FINANCIAL AUDIT; ¥ ! Co ture Need
Improvement (GAO/AFMD-93-20, March 16, 1993).
JFINANCIAL AUDIT: Federal Family Education Loan Program's Financial Staiementy for Fiscal
Years 1993 and 1992(GAO/AIMD-94-131 and ACN 17-30302, June 30, 1994).
7
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of September 30, 1994, and on program costs submitted in the
annual budget process.

The Department relies on participating schools, lenders,
servicers and guaranty agencies to deliver the program and make
available to the Department the information necessary to account
for the FFELP. This complexity of the program structure
hampers the Departmert’s ability to obtain reliable student loan
data. For cxample, the Department implemented a major data
gathering and analysis initiative with the approval of OMB, to
estimate and reestimate costs of loan guarantees using a random
sample of guaranteed loans in the FFELP portfolio. However,
three of the largest guaranty agencics, from which the
Department had planned to obtain more than half of the sample
records, did not provide these records. Subsequent attempts to
obtain them were not successful. Therefore, the Department
was prevented from obtaining the required information to
estimate and reestimate program costs in the manner agreed to
by OMB.

Cash Flow Analysis 1n an effort to substantiate the estimated liabilitics for loan

guarantees, the Department compared three years of FFELP
cash receipts and disbursements to projections of the models.
While this cash flow analysis may have some merit, we do not
believe it currently provides sufficient evidence to substantiate
the most material line items on the financial statements, nor
does it demonstrate there is a correlation between the estimated
liabilities and the cash flows. In addition, we were unable to
determine if the cash received and disbursed were the proper
amounts. .

National Student Loan The Department is continuing to implement the National Student

Data System

Loan Data System (NSLDS) to obtain loan-by-loan information
on all loans to borrowers under the Higher Education Act of
1965. Although not designed as a financial system, NSLDS
could still provide valuable information on the characteristics of
the Department’s portfolio, and thus be useful in estimating
costs of the programs, We and the Department recognize
NSLDS could be useful in this manner only if the data captured
is reliable. The Department has already worked more closely
with the guaranty agencies in trying to understand and resolve
some of the student loan data errors and to implement better edit
checks in the system. While these checks may screen out

pe
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obvious errors and inconsistencies, they do not ensure that the
remaining data is valid and accurate.

Controls are not in The Department did not have systems or procedures in place
Place to Verify Billing during fiscal 1994 to ensure that individual billing reports .
Reports Submitted by  submitted by guaranty agencies and lenders were reasonable.

Guaranty Agencies In order to ensure that accurate payments are made for defauits,

and Lenders are interest subsidies, and special allowances, the Department

Reasonable needs to know that billing reports from the guaranty agencies
and lenders are accurate and valid.

Guaranty agencies’ and lenders’ external audits are broad in
scope and auditors are not required to, and therefore do not
conduct, in-depth examinations of the accuracy and validity of
guaranty agencies’ and lenders’ claims for defaulted loans and
interest subsidies. These audits generally do not provide
assurance to the Department as to the accuracy of the claims
submitted or to the adequacy of guaranty agencies’ and lenders’
internat controls over such claims.

In response to a prior audit recommendation, the Department
issued an audit guide in March 1995 requiring all lenders
participating in the FFELP Program to have an annual
compliance audit performed by a non-Federal auditor. These
audits will test 2 lender's compliance with certain management
assertions made in the lender’s requests for payment of interest
and special allowance (Form 799). The assertions to be tested
include that the information reported on the Form 799 is
accurate, complete, properly classified and computed, and
supported by adequate loan documents. Action is also in
progress on preparing an audit guide for tests of guaranty

agency billings.
The Financial Although the Office of Chief Financial Officer (OCFO) and the
Reporting Process Office of Postsecondary Education (OPE) have taken significant
Does Not Ensure steps to address longstanding problems with financial
That Financial management, material weaknesses in the financial reporting
Statements and process still exist. Weaknesses concerning the general ledger,
Other subsidiary ledgers and general controls over information and
Management accounting systems were identified in previous audits. We also
Reports are noted two additional areas, cash reconciliations and loans
Reliable receivable, where the Department could make improvements to

financial management policies and procedures.

9
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General Ledger and
Subsidiary Systems

Do Not Support Auditable
Financial Statements

Improvements Needed 10
General Controls Over
Information and
Accounting Systems

The Department is taking steps to address weaknesses ir. the
general ledger and subsidiary systems which have been reported
in previous years. These steps include the development of
Education’s Central Automated Processing System (EDCAPS)
which will replace the current antiquated and inefficient Primary
Accounting System. Among EDCAPS’® expected capabilities is
the automated processing of the general ledger and financial
statements. We were informed that EDCAPS is scheduled for
implementation in 1997.

The Departinent has also initiated a task order with the FFELP
contractor to develop permanent subledgers supporting general
ledger balances and make improvements to the interface between
the FFELP subsidiary systems and the new EDCAPS. One of
the primary purposes of these improvements is to provide a
detailed audit trail for all transactions posted from the subsidiary
systems to the general ledger system.

While the Department is taking significant action to improve
financial management 1n the future, the following problems
previously reported still existed during fiscal year 1994:

0 The general ledger system was unable to directly produce
the FFELP financial statemnents because it was outdated
and was designed primarily for funds control; and

<] Permanent subsidiary ledgers supporting general ledger
balances were not established and maintained.

In our fiscal year 1993 financial statement audit, we reported
that the Department’s general controls over information and
accounting systems were not functioning as designed.

The status of our recommendations concerning general control
weaknesses over accounting systems is included in Appendix I.
During fiscal year 1994, the General Accounting Office (GAO)
tested the general controls over FFELP's information systems.
GAO found that the Department and its contractor, who
maintains and operates FFELP's information system, have
improved some of the general control weaknesses identified in
the prior financial audit reports. For example, important
computer system duties have been appropriately segregated and
disaster recovery plans were tested.

10
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However, the FFELP information system’s general controls do
not adequately protect sensitive data files, applications
programs, and systems software from unauthorized access.
Significant weaknesses remain in controlling system access and
making software changes. The Department, for example, did
not (1) adequately monitor the access activities of system users
having special privileges allowing them to independently change
the system or (2) record, report, and review successful access to
sensitive computer data and programs.

The FFELP information system's serious access and software
change control deficiencies resulted in part because the
Department had not developed adequate policies and procedures
in key control areas or implemented a means to ensure the
contractor maintains adequate generat controls. While a
contractor operates and maintains the FFELP information
system, the Department is responsible for establishing
appropriate computer security policies and procedures and
overseeing the contractor’s compliance with them.

To address these general control weaknesses, the Department
informed GAO that (1) in early 1995, the system’s contractor
made access control improvements and (2) during fiscal year
1955, management plans to implement additional corrective
actions, such as performing periodic reviews of sensitive data
files to ensure that inappropriate changes have not been made.
GAO plans to separately report in more detail on these matters
and will provide the Department with recommendations for
corrective action.

Additionally, we reviewed selected controls over the Guaranty
Agency Fund subsystem and identified several needed
improvements. We found that systems documentation was
outdated and did not reflect current operations. Specifically, we
were informed that many of the programs producing
management reports were not currently used because of
conflicting data elements resulting when the system was
transferred to the current contractor in 1992. Management is
aware of this problem and a task order is underway to address
it.

We also found that the Guaranty Agency Fund subsystem has a
global edit override capability allowing authorized personnel to

1
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turn off all edit routines on processing of reinsurance requests
f;om guaranty agencies. Currently, there is no audit trail to
determine which reinsurance requests were processed with the
global edit override in effect. Therefore, there is a risk that
reinsurance payments have been made without being subjected
to normal editing routines. Although the risk of etror is
mitigated by the Department’s manual review of the subsystem
output, the Department should limit the use of this global edit
override process and actively track its use.

Improvements Needed on  In order to comply with the requirements of the CFO Act, the

Cash Reconciliation Department performed a complete and well documented FFELP

Procedures cash reconciliation for fiscal year-end. However, complete
recornciliations, where reconciling items are allocated to the
balances reported by the Department’s general ledger and
Treasury, are not being completed during the fiscal year. The
result is the possible misstatement of fund balance with Treasury
in the general ledger during the year. In order to ensure that
the Department's fund balance with Treasury is fairly stated and
safeguarded from unauthorized use and disposition, periodic
reconciliations with Treasury’s balances should be performed.

The Department's cash reconciliation procedures include a
complex and time consuming process for matching amd resolving
reconciling items. The monthly process primarily consists of a
computerized software program (the Automated Reconciliation
Program), which identifies numerous reconciling items between
cash transactions in the Department’s disbursements and
collections register and amounts reported to Treasury on Form
224. Additionally, the reconciliation process currently must
identify reconciling differences within the Department's own
general ledger and disbursements and collections register which
must be researched.

Although the software program is run on a monthly basis, large
reconciling items, including timing differences, are not being
resolved on a timely basis. Summary documentation is not
prepared for resolved and unresolved items and the proper
adjusted monthly fund balance is not being determined.

Furthermore, we found that detailed cash reconciliation working

papers were not independently reviewed and approved. Due to
the large balances and volume of cash activity associated with
the FFELP, we believe that the cash reconciliations performed
12
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should be independently reviewed and approved by either a
supervisor or another employee not having direct responsibility
for the cash reconciliation.

We were informed that the Department is attempting to modify
the software program to reduce the manual matching that is
currently necessary. If successful, this improvement shov!d
decrease the time necessary to complete reconciliations.

Department Needs 1o The Department’s current policies and procedures do not

Implement New Loans adequately address requirements of the Federal Accounting

Receivable Accounting Standards Advisory Board’s Statement of Federal Financial

Requirements Accounting Standards Number 2 Accounting for Direct Loans
and Loan Guarantees (FASAB 2). FASAB 2 states that when a
federal guarantor acquires loans as compensation for losses
sustained on post-1991 loan guarantees, the acquired loans are
recognized at the present value of their estimated net cash
inflows. For FFELP, these cash inflows are the estimated
collections from the borrowers. FASAB 2 requires that the net
present value calculation should use the original discount rate
(interest rate) established by Treasury in the year the loans were
originally guaranteed.

The Department’s current system does not allow it to readily
comply with the new FASAB 2 requirements. Specifically, the
following factors, resulting from the structure of the FFELP,
prevent the Department froin properly reporting on loans
receivable acquired from post-1991 loans.

- A large portion of the gross loans receivable is
maintained at guaranty agencies who attempt collection
on the Department's behalf. The Department receives
only summary data regarding receivable activity and does
not have ready access to individual loan detail.

- The Department is cutrently unable to scgregate
guaranteed loan activity by year of guarantee. This
prevents the Department from identifying loans
receivable acquired from post-1991 guarantees. These
are the loans required to be reported at net present value
under FASAB 2.

- The inability to segregate activity by year of guarantee
also prevents the Department from properly calculating

13
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net present value using the original discount rate
determined during the year of guarantee.

In past years, the Department reported loans receivable with a
100 percent allowance. Actual collections were accounted for
by adjusting the subsidy costs and the liability estimate. The
Department adopted a policy in fiscal year 1994 which requires
that loans receivable acquired subseguent to September 30, 1992
be reported net of an allowance for uncoliectible defaulted loans.
While this policy is a step in the right direction, it does not meet
FASAB 2's requirement for valuation at net present value.
Additionally, the Department does not have procedures in place
to segregate future coliections relating to loans carried under the
new policy.

The Department is aware of the limitations in its policies and is
working to find solutions. Since FASAB 2 requirements only
relate to post-1991 guarantees, we do not believe that the value
of loans receivable related to these guarantees would be material
for fiscal year 1994. However, it is imperative that the
Department modify its policies and procedures to address this
issue as the number of defaults on post-1991 guarantees begins
to rise in the next few years.

Recommendations The status of recommendations from prior years' financial audits
is presented in Appendix 1. We also provide the following
additional recommendations.

1. We recommend that the Department review and amend
its cash reconciliation policies and procedures to make
reconciliations more timely and effective. In performing
this review, the Department should:

T continue planned improvements which will
enhance the reconciliation software program by
directly loading general ledger information;

- require timely posting of adjustments to the
gencral ledger and Treasury Form 224;

- investigate the primary causes of recurring
reconciliation problems and build controls into the

14
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subsidiary systems to prevent future occurrences;
and

- consider reconciliation needs during development
of EDCAPS to eliminate the nced to run the
current software program and more fully automate
the reconciliaticn process.

2. We recommend that pericdic fund balance recorciliations

be independently reviewed by either a supervisor or
another employee not having direct responsibility for the
reconciliation. The reviewer should document the review
by initialling and dating the reconciliation.

3. We recommend ihat the Depattment modify its policies
and procedures to properly account for loans receivable
under the FASAB 2 requirements. In developing these
policies and procedures, we suggest that the Department:

- take advantage of new reinsurance reporting
requirements which require guaranty agencies to
segregate default and collection information by
loans guaranteed prior to FY 1993 and loans
guaranteed in FY 1993 and after;

- explore the capability of producing management
reports from the new NSLDS which could
segregate loans receivable reported by guaranty
agencies by year of guarantee; and

- recalculate the allowance for subsidy on a
quarterly basis based on outstanding loans
receivable identified through management reports.

4, We recommend that the Department test the accuracy
and validity of the loan data in the NSLDS as a part of
its routine guaranty agency oversight function.

5. We recommend that the Department develop and monitor
an automated audit trail of the Guaranty Agency Fund
subsystem global edit override process.

O

ERIC

Aruitoxt provided by Eic:

Page 28

BEST COPY AVAILABLE
28

GAO/AIMD-86-22 FFELP Financial Statem=2nts



Appendix I
Education’s OIG Report on FFELP Financial
Statements for Fiscal Year 1894

Department’s Response The Department’s comments on our draft report are included in

to Recommendations Appendix II. Management stated thut it was in general
agreement with the recommendaticns in the report.
Management plans to analyze the specific recommendations and
develop a comprehensive corrective action plan.

Other Matters During the course of our audit, we identificd other matters
involving the internal control structure and its operation which
do not affect the fair presentation of the FFELP financial
statements. These matters nonetheless warrant management’s
attention and will be reported scparately in a management letter.

A MeNawaca_

ven A. McNamara
Assistant Inspector General
for Audit

May 8, 1995
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UNITED STATES DEPARTMENT OF EDUCATION
OPFICE OF INSPRCTOR GENERAL

INSPECTOR GENERAL’S REPORT ON COMPLIANCE WITH
LAWS AND REGULATIONS

To the Secretary of Education

Requirement We were required to audit the principal financial statemnents of
the Federal Family Education Loan Program (FFELP) of the
United States Department of Education (the Department), as of
and for the years ended September 30, 1994 and 1993, and have
issued our report thereon dated May 8, 1995.

Standards We conducted our audit in accordance with generally accepted
auditing standards, Government Auditing Standards issued by the
Comptroller General of the United States, and the Office of
Management and Budget (OMB) Bulletin 93-06, Audir
Requirements for Federal Financial Statements. Those standards
require that we plan and perform the audit to obtain reasonable
assurance about whether the principal financial statements are
free of material misstatement.

Laws and Compliance with laws and regulations applicable to FFELP is

Regulations the responsibility of the Department’s management. As part of
obtaining reasonable assurance about whether the principal
financial statements are free of material misstatement, we tested
compliance with laws and regulations that directly affect the
financial statements and certain other laws, regulations, circulars
and bulletins designated by OMB and the Department. We
considered the following:

o] Part B of Title IV of the Higher Education Act of 1965,
as amended (20 U.S.C. 1071-1087.2);
© Federal Credit Reform Act of 1990 (Public Law 101-

508);

o) Chief Financial Officers Act of 1990 (Public Law 101-
576);

° Federal Managers’ Financial Integrity Act of 1982
(Public Law 67-255);

o 34 Code of Federal Regulations, Part 682;

o OMB Bulletin 94-01, "Form and Content of Agercy
Financial Statements;" and

© OMB Bulletin 93-18, "Audited Financial Statements.”
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As part of our audit, we also obtained an understanding of the
process by which FFELP identifies and evaluates weaknesses
requircd to be reported under the Federal Managers® Financial
Integrity Act. We also assessed whether the information and
manner of its presentation in management’s overview of the
reporting entity is materially inconsistent with the information in
the principal financial statements included in the September 30,
1994 and 1993 annual financial statements. However, the
objective of our audit of the principal financial statements was
not to provide an opinion on overall compliance with such
provisions. Accordingly, we do not express such an opinion.

Results The results of our tests indicate that, with respect to the items
tested, FFELP complied in all material respects with the
provisions referred to in the preceding paragraph. With respect
to items not tested, nothing came to our attention that caused us
10 believe that FFELP had not complied, in all material
respects, with those provisions.

Steven A. McNamara

Assistant Inspector General
for Audit
May 8, 1995
18
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OVERVIEW OF REPORTING ENTITY
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OVERVIEW OF REPORTING ENTITY

I. BACKGROUND AND MISSION STATEMENT OF THE DEPARTMENT OF
EDUCATION'S FEDERAL FAMILY EDUCATION LOAN PROGRAM

The Federal Family Education Loan (FFEL) Program, formerly called the

Guaranteed Student Loan Prognm (GSLP) is the largest provider of financial aid

among the Student Financial Assistance Programs administered within the U. S. Department of
Education (the Department). The Student Financial Assistance Programs were authorized by Title v

of the Higher Education Act of 1965, providing funds to help students meet postsecondary education

costs. The table below shows trends in Title IV aid over & 10-year period. In order to adjust for the effects
of inflation, all comparisons are made using constant 1993 dollars.

TITLE IV AID AWARDED TO POSTSECONDARY STUDENTS
IN CONSTANT 1993 DOLLARS (IN MILLIONS)
SELECTED YEARS

Ac;demic FFELP Pell Perkins Cws SEOG | SSIG Total
ears
1984-85 $11,732] $ 4134]§ 923 $ 879! 8 509] § 104 $ 18231
1987-88 14,165 4,648 1,002 790 521 94 21,220
1990-91 13,622 5279 936 783 487 63 21,170
1993-94 20,838 5,590 91 748 544 n 28,706
FFELP = Federal Family Education Loan Program
g'onnerly(}ununteed Student Loan Program)
Pell = Pell Grant Pro
Perkins = Perkins Loan Program
CWS = College Work Study _
SEOG = Supplemental Education Opportunity Grant
SSIG = State Student Incentive Grant

Source: All dals wes obwined from The College Board, Trends in Student Aidi 1984 o 1994,
September 1994, p. 5.

Note: The Consumer Price Index for all wrban dwellers (CPI-U) was used 1o adjust for inflation. Aid is
reported by the academic year in which il was ded. FFEL Program dollar volume represents
loan commitments rather than ectusl smounts loaned  SSIG figures include only the foderal
portion.
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Thus program, which operates through state and nonprofit guaranty agencies, makes low-interest,
fong-term loans available to students attending participating postsecondary schools. Generally,
these loans are made by commercial lenders, but some guaranty agencies and schools also participate
participate as lenders 1n the program. Cwer $160 biltion and $180 billion in loans have been guaranteed
as of September 30, 1993 (see Figure 1), and September 30, 1994, respectively. Further, the
outstanding balance of loans was about $77 billion at September 30, 1994.

Figure |

‘FFEL PROGRAM PORTFOLIO STATUS AS OF 9/30/93)

STAFFORD, PLUS, SLS and FISL
loans guaranteed (commitments)

{-) Loans cancelied

(x) Net loans guarsiteed

(+) HPSLPerking losns becoming FFEL's
due 10 cansolidetion

{-) Defaults
(-) Death, Disability and Bankrupicy
(-) Peid In ks

MWQLWdMMAMAMM'MMWN

The FFEL Program is comprised of the following five component loan programs: 1) Fedecal
Stafford Loans; 2) Unsubsidized Federal Stafford Loans; 3) Federal Parent Loans for Undergraduate
Students (PLUS), 4) Foderal Supplemental Loans to Students (SLS), (discontinued July 1, 1994);
and $) Federal Consolidated Loans. These components are genenally considered to be separate
prograin entities because each has its own participants, loan limits and loan volume. However,
students may participate in more than one program.

In the 29 years since the FFEL Progmm's inception in 1965, the student loan program has
undergone numerous changes. Some of the most significant changes included roquiting all loan
applicants to demonstrate need in order to qualify for & fedenlly subsidized loan (formerly only
those with adjusted gross incomes of $30,000 a year or higher were subject to need aialysis);
increasing annual and aggregate loan limits for all borrowers, providing for unsubsidized Stafford
loans for borrowers who do not qualify for federal interest subsidies under the Stafford Program;
and implementing the William D. Ford Federal Direct Loan Progmm (Direct Loans).
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Mission and Goals

The FFEL Program was designed to increase postsecondary education oppottunities for
eligible students who otherwise may not have been abie to further their education. The
program operates on the premise that once ecducated, the borrowers eam income
sufficient to repay their loans and also become more productive citizens than would otherwise be
possible. In 1993 and 1994, the program generated about 5.6 million and 6.7 million new loans,
respectively, totaling over $17.9 billion and $23.1 billion, respectively, for students attending over
6,500 schools. These loans were provided by approximately 7,500 lenders and administered by 45
state or nonprofit guaranty agencies participating in the program. The FFEL Program's mission is highly
dependent upon guaranty agencies. As can be seen in Figure 2, about 90 percent of the guaranty
agencies' revenues are received from the federal government.

Figure 2

FFEL PROGRAM GUARANTY AGENCY SOURCES AND USES OF FUNDS
CUMULATIVE AS OF %3093

Op Exp.
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Administering the FFEL Program supports two key Departmenta] priorities, which are: 1) to ensure
access to a high quality postsecondary education and lifelong leaming, and 2) to
transform the Department into a high performance organization. The two key FFEL Program goals
supporting these priorities are: 1) continuing to administer the program with integrity, equity and
efficiency, while continuously improving the quality of service through strategies identified in the
strategic plan; and 2) fostering and promoting an organizational culture supportive of responsive
public service, diversity, innovation and continuous improvement.
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[. FINANCIAL RESULTS AND CONDITION

Fund Balances with the U.S. Treasury increased from $5.3 billion in fiscal year 1993 to $6.8 billion

in fiscal year 1994. This increase is primasily attributable to the increase in loan volume during fiscal
year 1994, Total liabilities increased from $16.5 billion to $16.8 billion due to increased loan volume,
offset by repayment on borrowing from the U.S. Treasury.

Subsidy Expense increased from $2.7 billion in fiscal year 1993 to $3.3 billion in fiscal year 1994
due to the increase in loan volume. As loan volume increased, the provision for loan defaults and
interest subsidies increased. Subsidy Reestimates relate to subsidy costs for loans guaranteed
prior to fiscal year 1994. This downward reestimate resulted from higher than anticipated
collections of defauited loans.

IIL. PROGRAM PERFORMANCE (RESULTS/OUTCOMES)

Since the program’s inception, the number of loans made annually has increased from
about 89,000 in 1965 to over 6 million in fiscal year 1994; the cumulative loan volume
prior to cancellations increased from about $73 million to over $183 billion during this

period. Figure 3 documents the change in annual loan volume for the FFEL Program (through

September 30, 1993).
Figure 3
ANNUAL VOLUME OF TITLE IV LOAN PROGRAL:S]
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The FFEL Program has been successful in providing access to pest-~condary education for
millions of students, but its costs and risks have also increased. Loan defaults increased
significantly during the 1980's, but decreased slightly in the past three years. The factors
responsible for the incresse in defaulted losns were 1) the increase in the FFEL Progmm loan
volume and 2) the changing characteristics of the program population, especially the increase in
loans to proprietary school students. Borrowers attending proprietary schools have a higher default
rate than those attending other types of postsecondary institutions. Higher default rates are also
associated with students who withdraw mather than graduate, have fow adjusted gross incomes, and
are financially independent, rather than dependent on their parents. However, the decreass in
defaults during the past three years is due to legisiative changes that reduced the number of high
default rate schools that participate in the program.

Accountability Problems

The Department's Office of Inspector General, the Office of Management and Budget, and the
General Accounting Office have documented accountability problems that have contributed to defaults,
fraud and mismanagement. One of the most significant problems is that the Department's student
loan information system contains data that is not timely or accurate, thereby limiting its use for
compliance and evaluation purposes. The Congress and the Department, recognizing the need to
strengthen program integrity, have made substantial changes to improve the student loan program. For
example, on August 10, 1993, the Student Loan Reform Act of 1993 was passed, establishing the
Direct Loan Program. In addition, the Department compieted phase one of the National Student
Loan Data System, which will provide the Department, for the first time ever, with a centralized
database containing detailed information on the universe of student loan borrowers. The system will
provide on-line access to the data on a loan-by-loan basis. As & result, the Department should be
better able to manage the program by ensuring that (1) loan limits are not exceeded, and (2) students
who have previously defaulted do not continue to receive loans.

In furthering its "gatekeeping® responsibilities for accreditation, sligibility, and certification, the
Department implemented the State Postsecondary Review Program. Since its inception a year ago,
the Depastment has entered into formal agreements with U.S. states and testitories to implement the
program. Most states are in the process of developing their state review standards in consultation
with institutions in their state. The first reviews began in April 1995.

IV. ADDITIONAL INFORMATION

The Departments Office of Postsecondary Education, prepares the Guaranteed Student
Loan Programs Data Book  annually. This publication, most recently published for fiscal year
1993, is a compilation of statistical data, tables and charts for all components of the FFEL Program
since its inception in 1965, It is forwarded to the Congress, the guaranty agencies, and other
interested parties upon request.

Fiscal year 1994 was the third year that the FFEL Program financial statements were
issued and audited, in accordance with the Chief Financial Officers Act of 1990 and
related Office of Management and Budget guidance. Financial data for periods prior to
fiscal year 1992, and all statistical data included in this reporting entity overview, are
unaudited and based solely on the books and records of the Department of Education.
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DIRECT LOAN PROGRAM

The introduction of Direct Loans is at the forefront of initiatives in postsocondary education. It has
streamlined the loan process and reduced costs for students, and provided new repayment options,
including fixed, graduated, extended, and income-contingent options. In addition, it will save
taxpayers an estimated $6.8 billion in the first five yoars of opemtions. These improvements will
be accomplished through: 1) the reduction of interest subsidies to lenders, and 2) the reduction in
payments to guaranty agencies and lenders. A reduction in foes alone is estimated to save students
more than $2 billion in the first five years of the program.

During fiscal year 1994, 103 schools participated in the start-up phase of Direct Loans. The schools

include a mix of private, public and proprietary institutions operating in 45 states and two us.
territories. A total of 1,495 institutions have been selected to participate in the progmam dufing
fiscal year 1995. As one indicator of increased accountability and an improved capacity to manage
and monitor its operations, Direct Loans reccived an unqualified opinion from independent auditors
on the fairmess of the program's fiscal year 1994 financial statements.
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PRINCIPAL FINANCIAL STATEMENTS
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4.8, DEPARTMENT OF EDUCATION
FEDERAL FAMILY EDUCATION LOAN PROGRAM
Statemants of Financial Position
As of Septamber 30, 1994 and 1993
Dodiers I Thoveende)
1994 1903
ASSETS
ENTITY ASSETS:
Intragovermmental Assets:
Fund Balances with U.S. Tressury $ 654857 $ 5208.27¢
Gaovernmental Assets:
Credit Program Receivable, Net 1,858,529 817,331
Ad to G ty Agencies, Net 39,764 39,767
Acoounts Receivable, Other 1201 8715
Total Entity Assets 8,548 481 6,156,249
Total Assata $_ 08,545,481 $_6,156,249
LIABILITIES AND NET POSITION
LIABILITIES
Linbiiities Covered By Budgetary Resources:
Governmental Liabiltties:
Linbiities for Loan Guerentess, Short—-Term $ 4776931 $ 2642572
Liabiities for Loan Guarantees, Long-Term 3,727,563 3471529
Accrued Salaries and Benefits 1,098 2,989
Accrusd Other Liabiitiss 325 0
Total Linblities Covared by Budgetary Resources 8,508,717 6,116,482
Linbiiities Not Covered by Budgetary Resources:
Intragovenmental Liabilties:
Borrowing From U.S. Treasury 1,605,315 2,058,407
Governmental Liabiilties:
Lisbilities for Loan Guaranteas, Short— Term 778,418 3,200,929
Linbiities for Loan Guarantess, Long—Term 5,955,963 5127419
Accrued Workers Compensation Liabilty 957 0
Accrued Salares and Benefits 1927 1897
Tota! Uabiities Not Covered by Budgetrry Resources 8,341,980 10,397,652
Total Liabilities $_16.848.697 $ 18,514,134
NET POSIION
Invested Capita! $ 30,764 s ;W87
Future Funding Requirements (8.341,980) {10,997.852)
Total Net Position (8,302,216) {10,357,685)
Total Liabilities and Net Position $__ 0540481 $_ 6,156,249
The sccompanying notes era an intagral part of thees financial statements
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U,8. DEPARTMENT OF EDUCATION
FEDERAL FAMILY EDUCATION LOAN PROGRAN
Statements of Operations and Changes in Net Position
For Fiscal Years Ended September 30, 1904 and 1093

Daliare n Thousands)

1094 1903

PROGRAM REVENUES AND EXPENSES

Program Revenues:

inereet Earned on Funds Deposited

with U.8, Treasury $__ 287867 $ 172,817
Totat Program Revenues 207887 172,817
Program Expenses:
Subsidy Expenss ~Current Year Cohort 3,206,138 2,740,490
Subsidy Reestimates {1.111,12n 308,523
Intetest Expense 430,572 4322
Salaries & Denefits 26818 31,061
Travel and Traneportation 1,088 0
Rert, Communications, and Utilkties 3,826 1084
Contractusl Services 56,907 97755
Administratve Services 15,232 296
interagency Agreemernts o 420
Printing, Materials, and Supples 1,103 32
Other nses, Net {14) 13,888
Total Program Expenses 2719638 9,469,081
NET OPERATING ACTIVITY ~ FFELP $ (2431.771) $ (3.200.264)
Mandatory Administrative Expenses

Funded by Direct Loan Appropriations 96,822 0
Operating Activity Funded by FFELP Appropriatons 2234840 2.200204
CHANGES (N NET POSITION
Nat Posiion, Beginning of Year {10,357 885) (12.785.138)
Operating Activity Funded by FFELP Appropriations (2,334,949) (3.200.264)
Plus (Minus) Non<Operating Changes: .
Appropriatons Received 5,721,805 658777
Appropriations Retumed (1.237,755) (692.574)
Subsidy Reestimates Rstucned {93.432) {123.608)
Net Position, End of Year $_{8302216) $ {10357 .885)

The accompanying notes are an integral part of these finuncis! statements
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Education’s OIG Report on FFELP Financial ¢
Statements for Fiscal Year 1994

0.8. DEPARTMENT OF EDUCATION
FEDERAL FAMILY EDUCATION LOAN PROGRAM
Statements of Cash Flowe
For the Fiscel Years Ended September 30, 1994 and 1993
D elors r Thousands)
1994 1993

CASH PROVIDED (USED) BY OPERATING ACTIVITIES
Operating Cash Provided:
Default Claims Principal Collected $ 83208 $ 6857902
Default Claims Interest Collected 536,110 354,192
Administrative Charges 0 1,060
Origination Fees 973,104 509,912
Rainsurance Fess 44,7681 35,088
Penalty Fess 8,498 40
QOther Fees 57,453 8,%7
Cotlections on Advances to Guaranty Agencies 3 1,047
Lendat Fees 53,756 1)
Salie Mas Foes 11978 1)
intarest Income, U.S. Treasury 207,887 172817
Total Opereting Cash Provided 2804614 1741913
Opertating Cash Usied
Defauk Claim Payments (2.403.571) {24741 1o;
Death, Disabillty, and Bankruptcy Peyments (144,8486) (354,144,
Interest Subsidy Paymants {2,082,237) {1.760,938)
Spacial Allowance Payments {144,671} (108,857)
Closed Schoot Paymens (4972) (1Lan
Mandatory Administrative Expenses {150,800) {170,774)
Printing & Reproduction (T41) 1)
Salaries ancl Benafits (23.920) (28.621)
Travel and Transportation {1,0008) 0
Rent, Communications, & Utiiities (3.02¢) (4,238)
Contractual Services {58.397) {34,418)
Adminietrative Sarvices (14.907) )
Materials & Supples (362} (814)
Interest to U. 8, Treasury {151,705) {151,70%)
Prompt Payment Act Intecest {9) °
Othet Operating Cash 3 (13.955)
Total Operating Cash Used _(5a93.719) _(5:101,149)
Nat Cash Provided (Used) By Operating Activities 2308, (3.059,2368)
CASH PROVIDED (USED) BY FINANCING ACTIVITIES:
Appropriated Funds Received $ 5721805 $ 6530717
Approp d Funds Ret d {1.237,75%) (1,750.534)
Subeidy Reestimates Returned {99.432) {123,608)
Net Appropriations 430,618 46053557
Repaymers on Losns from U.S. Treasury

and the Federal Financing Bank {453.002) (31.806)
Net Cash Provided {Used) by Financing Activities 3.997.528 4,833,861
Net Cash Provided {Used) By Operating

and Financing Actvities 1,548,621 1274825
Fund Balances with U.S, Traasury. Baginning of Yaer 5.208,278 4023851
Fund Balances with U.S. Treasury, End of Year $__0,046.907 $_ 5,208,276
The sccompanying notes are an intagra! part of these financiai stataments
30
Yc 43
ERIC Page 43 GAO/AIMD-96-22 FFELP Financial Statementa

PAFulToxt Provided by ERIC

hanans .




Appendix I
Education’s OIG Report on FFELP Financial
Statements for Fiscal Year 1994

U.8. DEPARTMENT OF EDUCATION
FEDERAL FAMILY EDUCATION LOAN PROGRAM

Statements of Cash Flows
For the Fiscal Years Ended September 30, 1994 and 1293
Oetiurs in Thousands)
1994 10938
AECONCILIATION OF NET OPERATING ACTIVITY
BEFORE APPROPRIATIONS TO
NET CASH PROVIDED (USED) BY OPERATING ACTIVITIES
Net Operating Activity Funded by FFELP Appropriations {2.334.949) | (s290.284)
Adjustments to Reconcile Net O ereting Activity to
Net Cash Provided (Used) By Operating Activities:

Decrease (increass) in Credit Program Receivabie, Net (841,198) (817,331) %y
D {in ) inA Racsivable, Net (418) 14,6888
Dacreass (increase) in Advances to Guaranty Agencies, Net 3 1,036
increase (Decrease) in Linbllities for Loan Guarantees 786,826 738.841
{ © ) in A d Other Liabilities 325 [
increase (Decreass) in Accrued Sataries & Benefits {453) 1.618
! (O #) in Workers Compensation Liabiiky 957 [}
Net Adjustmente {53.958) (62972)
Net Cash Provided (Used} by Operating Activities $_(2388,90%5) $_(3359,236)

The accompanying notes ara an Integral part of these financial statements
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U.S. DEPARTMENT OF EDUCATION
FEDERAL FAMILY EDUCATION LOAN PROGRAM
Statements of Budgatary Resources and Actual Expenses
For the Fiscal Years Ended September 30, 1904 and 1993

Oolare v Thaunandse)
1094 1993
BUDGET
RESOURCES $ £405419 $ QU808
OBLIGATIONS
Diract $ 5074040 $ 5873430
Reimbursed $ 1410567 $ 11304
ACTUAL
Program Expenses $ 271983 $ 2409001
BUDGET RECONCILIATION
Total Expanses $ 2719638 $ 3,460,001
Add:
Other Expended Budget Authority 4,088,782 4,000,943
Less: Expenses not covered by
Budpetsty Resources
Irterest Expense 287,087 172,847
Salasies and Benafits 987 9816
Unfunded Program expenses [} 382,160
Contractual Services 34,153 2,340
Recoveries of PIY obligations 590918 51,359
Accrued Expenditures 5,004,497 6,960,524
Lass Reimbursements 1,410,567 1.138.438
Accrued Expenditures, Direct $__4,483930 $_ 822,000

The accompanying notes are an Integral part of these financial statemants
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U.8. DEPARTMENT OF EDUCATION
FEDERAL FAMILY EDUCATION LOAM PROGRAX
NOTES TO PRIMCIPAY, FINANCIAL STATEMENTS
SEPTEMBER 30, 1994 AND 1993

NOTE 1 -~ REPORTING ENTITY AND MISSION

The Federal Family Education Loan (FFEL) Program (appropriation
symbols 91X0230, 91X0231, 9140231 and 91X4251), formerly known as
the Guaranteed Student loan Program, is a program of the United
States Department of Education (the Department). The FFEL Program
was authorized by the Higher Education Act of 1965 (HFA) as amended,
and is designed to increase postsecondary education opportunities
for eligible students. As currently authorized, the progran
operates through state and private nonprofit guaranty agencies to
provide insurance and interest supplements on loans made to eligible
students attending participating postsecondary schools. The program
uses private loan capital, supplied almost exclusively by commercial
lenders, but in some instances uses capital supplied by state
agencies and schools. Loangs disbursed under the program are

guaranteed by guaranty agencies and reinsured by the federal
government.

There are five FFEL Program components:

(1) Federal Stafford Loans (Subsidized) -~ Under this component,
need-based loans are made to undergraduate and graduate
students. The federal government pays the loan interest while
the student is in school and during certain grace and deferment
periods;

(2) Unsubgidized Federal Stafford Loans ~ Under this component,
loans are made to undergraduate and independent graduate
students. These loans do not have interest subsidies for
borrowers. The first loans under this component, authorized by
the HEA Amendments of 1992 (Public Law 102-325), were
guaranteed during fiscal year 1993;

(3) Federal Parent loans for Undergraduate Students (PLUS) ~ Under
this component, loans are made to parents of dependent
students. These loans also do not have interest subsidies for
borrowers:

(4) Federal Supplemental Loans to Students (SIS) - Under this
component, loans are made to graduate, professional,
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U.S8. DEPARTMENT OF EDUCATION
FPEDERAL FANILY EDUCATION LOAM PROGRAN
NOTES TO PRINCIPAL FINAMNCIAL STATENENTS
SEPTEMNBER 30, 1994 AND 1993

independent undergraduate, and certain dependent undergraduate
students. These loans do not have interest subgidies for
borrowers. The SLS program was discontinued on July 1, 1994;
and

(5) Federal Conscolidated Loang - Under this component, borrowers
nay have most of their FFEL Program obligations consolidated
and their repayment schedules extended. Loans made under the
Perkins and Health Professions Student Loan Programs may also
be consolidated under this component.

Each component has its own eligibility requirements and loan limits.
The majority of loans guaranteed in fiscal years 1994 and 1993 were
subsidized Federal Stafford Loans (approximately 64 percent and 70
percent of the dollar amounts guaranteed, regpectively). BY
component, loans for fiscal years 1994 and 1993 vere guaranteed as

follows:

Mumber of Loans
Stafford (Substdized) 4,522,014 $ 14,759,353
Stafford (Unsubsidized) 1,321,783 4,748,445
nus %9,815 1,725,960
s 353,200 L8317
Tatals ERER 4 $23,000,138

i 993

Nusber of Lowng
Statford (Subsidized) 4,172,782 s 12,455,956
Stafford (Unsubsidized) 425,315 1,015,000
nus 348,788 1,333,98
s — 309,815 — L7092
Totals RN ) LILERIR

The financial statements of the FFEL Program include the accounts of
all components of the program. The statements do not include the
effects of centrally administered assets and liabilities related to
the federal governaent as a whole, such as property and equipment
and borrowing by the U.s. Treasury vhich may, 4in part, be
attributable to the FFEL Program.
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U.8. DEPARTMENT OF EDUCATION
FEDERAL FAMILY EDUCATION LOAM PROGRAM
NOTES TO PRINCIPAL FINAKCIAL STATEXENTS
SERPTEMBER 30, 1994 AND 1993

MOTE 2 - SUMMARY OF SIGNIFICAMT ACCOUNTING POLICIES

A. Basis of Presentation

These principal financial statements have been prepared to report
the financial position, results of operations and changes in net
position, cash flows, and budgetary resources and actual expenses of
the Federal Framily Education Loan (FFEL) Program of the U.S.
Department of Education, as required by the Chief Financial officers
Act of 1990 (Public Law 101-576). The Department prepared these
statements from the ‘books and records of the FFEL Program in
accordance with the FFEL Program's accounting policies, which are
summarized in this note. These statements are therefore different
from the financial reports, also prepared by the Department for the
FFEL Program pursuant to the Office of Management and Budget (OMB)
directives, which are used to monitor and control the FFEL Program's
ugse of budgetary resources.

The FFEL Program's accounting policies follow an "other
comprehensive basis of accounting," comprising the following
hierarchy, agreed to by the Comptroller General, the Secretary of
the Treasury and the Director of OMB, who are Joint Financial
Management Improvement Program (JFMIP) principals:

1. The accounting principles, standards and requirements approved
by the three JFMIP principals.

o 2. Form and content requirements in OMB Bulletin 94-01, Form and

- Content of Agency Financial Statements, dated November 16,
1993, and subsequent issuances.

|
3. Accounting standards contained in agency accounting policy,
procedures manuals, and/or related guidance as of March 29,
1991, so long as they are prevalent practices.

4. Accounting Principles published by authoritative standard
setting bodies and other authoritative sources: (1) in the
absence of other guidance in the first three parts of this
hierarchy, and (2) if the use of such accounting standards
improves the meaningfulness of the financial statements.
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U.8. DEPARTMENT OF EDUCATION
FEDERAL YANILY EDUCATION LOAN PROGRAN
NOTES 'TO PRINCIPAL FINANCIAL STATENENTS
SEPTENBER 30, 1994 AND 1393

OMB approved the following deviation from OMB Bulletin 94~01 in the
FFEL Program‘s principal financial statements: :

The Statements of Operations and changes in Net Position follow
the format suggested in the Governmental Accounting Standards
Board's Wmmmm“m-ﬂm
Reporting Standards, which identifies a separate disclosure for
the total effects of operations, exclusive of appropriations oxr
intra-governmental funding sources.

B. Bssis of Accounting

Transactions are recorded on an accrual accounting basis and a
pudgetary basis. Under the accrual basis, revenues are recognized
when earned and expenses are recognized when a liability is
incurred, without regard to receipt or payment of cash. Budgetary
accounting facilitates compliance with legal constraints and control
over the use of federal funds. pifferences between the accrual
basis recognition of e:penses and the budgetary basis recognition of
direct accrued expenditures are presented in the Statements of
Budgetary Resources and Actual Expenses. For purposes of these
statements, obligations represent liabilities, primarily for loan
guarantees, that will require payments from previous, current, or
future period appropriations. Reimbursements include sums received
for origination faes, reinsurance fees, lender fees, collections on
defaulted loans, and certain transfers from the Financing Account.

C., Budgets and Budgetary Acoounting

The FFEL Program is an entitlement progranm and the Department is
authorized to incur obligations as necessary for mandatory progran
costs such as payments for interest subsidies and defaulted loans.
This authority is based on the Higher Education Act, as amended.
There is no limit on the volume of loans guaranteed. However, the
costs of federal administration of the FFEL Program are
discretionary, and the authority to incur obligations for these
costs is limited by annual appropriation acts.

The Federal Credit Rsform Act of 1990 (CRA) was enacted to more
accurately measure the costs of federal credit programs, place the
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U.8. DEPARTMENT OF EDUCATION
PEDERAL FAMILY EDUCATION LOAN PROGRAX
MOTES TO PRINCIPAL FIMAMCIAL STATEMENTS
SEPTEMBER 30, 1934 AND 1993

cost of credit programs on a budgetary basis equivalent to other
federal spending, encourage the delivery of benefits in the form
most appropriate to the needs of the beneficiaries, and improve the
allocation of resources among and between credit programs and other
spending programs. The FFEL Program, as a credit program within the
Department, was required to conform with the provisions of CRA
beginning with fiscal year 1992.

Due to enactment of CRA, there are two budget accounts for the FFEL
Program activities: (1) a Liquidating Account to record all cash
flows to and from the program resulting from loan guarantee
commitments made prior to fiscal year 1992; and (2) a Progrum
Account to record subsidy costs associated with loan guarantee
commitments made during fiscal year 1992 and beyond, as well as
adninistrative expenses of the program. Administrative expenses
include discretionary expenses for salaries, expenses and overhead
directly related to the program. Administrative expenses also
include mandatory expenses such as administrative cost allowancer,
supplemental preclaims assistance payments and contract collection
costs. For loans made prior to 1993, these mandatory expenses are
separately identified on a cash basis. However, beginning with the
1993 cohort, mandatory administrative expenses are included in the
FFEL estimate of subsidy costs of each year's cohort. (A cohort is
a group of loan guarantees committed by the program in the same
fiscal year.) The subsidy costs are estimated on a net present
value basis and the Program Account receives appropriations for
these costs. In addition to the budgetary accounts, the FFEL
Progran has a non-budgetary account called the Financing Account,
which records all cash flows resulting from loan guarantee
commitments made during and after fiscal year 1992. The cash flows
include the subsidy costs from the Program Account, interest earned
on uninvested funds, and defaulted loan collections. The Statements
of Budgetary Resources and Actual Expenses reflect the transactions
of the Program and Liquidating Acccunts only.

D. TFinancing Sources and Program Revenues

The FFEL Prograx receives the majority of the funding needed to
support the program through appropriations. The PFEL Progranm is
funded primarily by two appropriations: (1) an appropriation for its
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U.8. DEPARTHMENT OF XDUCATIONM
FEDERAL FAMILY EDUCATION LOAN PROGRAK
NOTES TO PRINCIPAL FIMANCIAL STATENENTS
SEPTENBER 30, 1994 AND 1993

Liquidating Account (appropriation sysbol 91%X0230), and (2) an
appropriation for its Program Account (appropriation symbols 91X0231
and 9140231). In addition to appropriations, under CRA the FreL
Program receives interest incone on uninvested funds in the
Financing Account.

E. rund Balances With U.8. Treasury

The FFEL Program does not maintain cash in commercial bank accounts.
cash receipts and disbursements are processed by the U.S. Treasury.
The Fund Balances with U.S. Treasury are primarily appropriated
funds that are available to pay current liabilities and finance
subsidy expenses for post-1991 loans.

F. Credit Program Receivables

Credit program receivables consist of the gross amounts paid to
quaranty agencies for defaulted loans, net of allowances for subsidy
cost. The allowance for subsidy cost is the estimated uncollectible
amount and is based on historical delinguency rates.

G. Liabilities

Liabilities represent the amount of monies or other resources that
are likely to be paid by the FFEL Program as the result of a
transaction or event that has already occurred. However, no
1iability can be paid by the FFEL Program absent an appropriation.
Liabilities for which an appropriation has not been enacted are
therefore classified as 1liabilities not coversd by budgetary
resources. The majority of the FFEL Program's liabilities are
considered entitlements and therefore the program is required to pay
these liabilities if all eligibility requirements are met. Any non-
entitlement 1liabilities of the FFEL Program, such as federal
administrative costs, not arising from contracts, and entitlements
not yet vested, can be abrogated by the government acting in its
sovereign capacity.

The FFEL Program loan guarantees are recorded in accordance with CRA
and Statement of Federal Financial Accounting Standards Board
(FASAB) Statement Kumber 2, Accounting for Direct Icans and Loan
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U.8. DEPARTHMENT OF EDUCATION
FEDERAL FAKRILY EDUCATION LOAM PROGRAM
NOTES TO PRINCIPAL FINANCIAL STATEMENTS
SEPTENBER 30, 1994 AND 1993

Guarantees. CRA and FASAB require the recording of the net present
value of subsidy costs (i.e., estimated interest rate differentials,
interest subsidies, defaults, collection on defaulted loans, fee
offsets, mandatory administrative expenses, and other cash flows)
associated with loan guarantees to be recognized in the year loans
are made for both budgetary and accounting purposes. In addition,
the net present value of these subsidy costs are recorded as
liabilities for loan guarantees. As payments for defaulted loans
are made, the gross amount paid to guaranty agencies is removed fronm
the liability account and recorded as credit program receivables.

In addition, a distinction is made between gshort-term and long-term
liabilities. A short~term liabil ty is anticipated to be paid
within one year, whereas a long~term liability is anticipated to be
paid beyond one year of the Statement of Financial Position date.

K. Bubsidy Reestimates

OMB guidance requires that the subsidy cost of each cohort of
guaranteed loans be reestimated at the beginning of each fiscal year

following the year in which the initial disbursement was made, as-

long as the loans are outstanding. Any increases (or decreases) in
the subsidy cost resulting from these reestimates are recognized as
an increase (or reduction) in subsidy expenses in the current
period. In addition, for an increase in subsidy cost, the
Department will request additional funding and an outlay will be
made from the Program Account to the Financing Account. For a
decrease in subsidy cost, an outlay will be made from the Financing
Account to a special fund receipt account established for the
program. The receipts in the special fund receipt account are
earmarked for the FFEL Program and are available by appropriation
for the subsidy cost of new guaranteed loans or subsequent higher
cohort reestimates.

I. Annual, S8ick, end Other Leeve

Annual leave is accrued as it is earned and the accrual is reduced
as leave is taken. Each year, the balance in the accrued annual
leave account is adjusted to reflect current pay rates. To the
extent current or prior year appropriations are not available to
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fund annual leave earned but not taken, funding will be obtainea
from future financing sources. Sick leave and other types of
nonvested leave are expsnsed as taken.

J. Retirement Plan

FFEL Program enmployees participate in one of two retirement plans.
The first plan is the Civil Service Retirement System (CSRS), to
which the FFEL Program makes matching contributions equal to seven
percent of pay. The second plan, the Federal Enployess Retirement
System (FERS), became effective on January 1, 1987, pursuant to
Public Law 99-335. Employses hired prior to January 1, 1984, can
elect to join either FERS and Social Security or remain in CSRS. A
primary feature of FERS is that it offers a savings plan to FFEL
Program employees, which automatically contributes one percent of
pay and matches any employee contribution up to an additional four
percent of pay. In addition, for employees covered under FERS, the
FFEL Program also contributes the employer's matching share for
Social Security. The FFEL Program does not report CSRS or FERS
assets, accumulated plan benefits, or liabilities not covered by
budgetery resources, if any, appiicable to its employees. Reporting
such amounts is the responsibility of the U.5. Office of Personnel
Management.

X. Reolassification

Certain 1993 amounts have been reclassified to conform to 1994
classifications.
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MOTE 3 ~ FUND BALANCES WITE U.S. TREASURY

The FFEL Program's fund balances with the U.S. Treasury were as
follows (in thousands):

1994
_Qbligeted Uncblissted  _Totel
Appropristed Funds $ 1,463,241 49 81,463,200
Revolving Funde 336,592 S 067,018 _5.363,607
Tetel $1,700,833 $35,067,000 36,806,097
1993
Sbitasted Uncbiigeted __Total
i Appropristed Funds $ 1,710,739 s “0ee $ 1,710,759
; Revolving Funde 522,720 3,166,808 __3,307,537
Totst L2 ALK RegRll

| MOTE 4 ~ LOAN GUARANTEES

An analysis of credit program receivables, liabilities for loan
guarantees, and the nature and amount of the subsidy costs
associated with the loan guarantees are provided in the following
sections. .

A. Credit Program Receivablee

Credit program receivables as of September 30, 1994 and 1993, were
{in thousands):

1926 1993
Losns Recaiveble $ 19,366,541 $ 17,481,672
Interest Recoivsble — 05,505 1,8, 9
Tote! Leans and Interest Receivadle $ 19,972,046 $ 18,546,541
Atteusnce for Subsidy Cost SLUMNID 17,749,210y
¥et Credit Program Receivables 1650529 LN
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B. Liabilities for Loan Guarantees

A distinction is made in the FFEL Program's principal financial
statements between liabilities covered by budgetary resources and
liabilities not covered by budgetary resources. The estimated costs
of loan guarantees for pre-~1992 loans are reported primarily as
liabilities not covered by budgetary resources. The liabilities for
loan guarantees at September 30, 1994 and 1993 were {in thousands):

1994
Pra-1992 Post- 1991

SHORT-TERM LIABILITIES Loeng Loeng Total
Liabitities Covered by

Sudgatery Resoucces $ 1,518,138 $3,258,798 8 4,776,951
tisbilities Kot Covered

by Sudgetery Resoucces 778,418 Q- ___ TI8.418
Totel Short-Term Lisbilities $ 2,296,556 33,258,793 3 5255349
LONG-TERM LIABILITIES
tisbilities Covered by

Sudgetary Resotcces s -0- $ 3,727,563 8 3,727,583
Lisbilities Mot Covered

by Sudgetary Resources 3,555,067 2,400,296 __ 5,955,363
Totel Long-Tern Lisbilities $ 3,355,067 $6,127,059 3 9.682.92¢

Totel Lisbilities $5.051.00  LLMELE LIZMID

Pre-1992 Post-1991

SHORT-TERM LIABILITIES Loans Losre Totel
Lisbilities Covered by

Suigetery Resources s 957,882 $ 1,684,600 3 2,042,572
Liabilities Mot Covered

by Sudgetary Resources —2.209.929 =0 __2.209,929
Totel short-Term Lisbilities $ 4,167,811 $ 1,606,600 § 5,852,501
LONG-TERM LIABILITIES
LSabilities Covered by

fudgetery Resources s -0- S 5,L71,529 8 3,474,529
Liabilities Not Covered

by Sudgetery Resources 6,322,483 — I 9% _ 3,127,419
totel Long-Tarm Lisbilities $ 6,327,453 $ 4271495 3 0,590,948

Totat Lisbilities $0,49526¢  LBNS6IE RGP

The Department estimates that the outstanding balance of guaranteed
loansg was $77 billion and $6% billion at September 30, 1954 and
1993, respectively.
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C. B8ubsidy Expenses

Subsidy expenses for the FFEL program incurred in fiscal years 1994
and 1993 were (in thousands):

1994 1993
CURRENT YEAR'S ESTIMATE
Praviston for Loan Defautts (Net) $ 1,856,985 $ 1,452,945
Provisfon for Intersst Rete Subsidies (ist) 1,259,604 1,047,509
Mendatory Administretive Expense 169,457 249,045
subtotal, Current Yeer's Eetimate $_3.286,136 $ 2.749.499
REESTIMATES
Fiscal Yesr 1993 Loans s 849,270 -0-
Fiscal Year 1992 Loane €96,336) 104,025
Pre-1992 Lowi.- £1,864,061) 204,498
Subtotsl, Reestimates $ (LMD 3 308,523

Totsl tubsidy Expenes $ 213000 3305802

NOTE S ~ ADVANCES TO GUARANTY AGENCIES

Advances to guaranty agencies represent amounts advanced to guaranty
agencies under sections 422(a) and 422(c) of the HEA for
commencement of agency operations and making loan default payments

to lenders. The balances as of September 30, 1994 and 1993, were
(in thousands):

199 3993
Advances to Gusranty Agencies 840,165 840,168
Allovance for Ooubtful Accounts —S401) £401)

Advances te Gusranty Agencies, Net £2.268 $39.767
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NOTE ¢ -~ BORROWING FROM U.8. TREASURY

On September 30, 1992, the FFEL Program borrowed $2.09 billion from
the U.S. Treasury in accordance with OMB instructions under CRA on
accounting for noncontractual modifications made to its loan
guarantees. The noncontractual modifications were:

. The Emergency Unemployment Compensation Act of 1991 -
authorized the Department to continue collecting on defaulted
loans through the Internal Revenue Service (offsetting income
tax refunds); such authority was originally due to expire in
fiscal year 1994. The Act also authorized the use of wage
garnishment as a collection tool for defaulted loans.

. The Higher Education Amendments of 1992 -~ eliminated the
statute of limitations on collections activities for certain
student loans.

The FFEL Program will repay the borrowing, at an annual interest
rate of 7.37 percent, with increased collections on defaulted loans
resulting from the noncontractual modifications. During fiscal year
1994, the FFEL Program used collections to reduce the balance of its
U.S. Treasury debt as follows (in thousands): ’

Sorrouing from U.S. Treseury, Satence 9/30/93 + 2,058,407
Payment on Outstanding Bslence, 199%¢ & )
Sotrouing from U.3. Treasury, Bslence 9/30/9% 31,605,313

The aggregate maturities of this debt, based on estimated
collections on defaulted loans, for the years subsequent to
September 30, 1994, are as follows (in thousands):

1995 $ 4n,137

1996 453,956

1997 326,149

1998 237,302

1999 116,771

Total PXISRIH
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MOTE 7 - MET POSITION

The FFEL Program's Net Position, at September 30, 1994 and 1993,
included:

Invested Capital - These are amounts advanced to guaranty agencies
under sections 422{a) and 422{(c) of the HEA for commencement of
agency operations and making loan default payments to lenders; and

Future Funding Requirements - This represents the net amount of
tifiancial resources that will be required in the future to liquidate
liabilities not covered by available budgetary resources.

MOTRE 8 - INTEREST RXPENSE

Interest expense is comprised of the payment of interest on subsidy
(uninvested funds) and the interest accrued on borrowing from the
U.S. Treasury disclosed in Note 6. For fiscal years 1994 and 1993,
interest expense was (in thousands):

A T, . S | S

Payment of Interest on Subsidy  FY92 $ 132,252 $ 137,524

FY93 1Hr, 152 35,03

o 38,463 S

3 207,867 s 1R.817

interest on Borrouing from U.S. Tressury $ 151,708 $ 191,705

Totel Intereat Experse $.832.512 LR85
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NOTR 9 - OTHER RXPEMNSES, NET

Expenses recorded as "Other Expenses, Net" consist primarily of the
additional costs for current loans resulting from the Higher
Education Amendments of 1992. These costs include guaranty agency
cash reserve repayments as follows (in thouzands):

1994 1993

Gusranty Agency Cash Reserve Reptyments $ -0- $13,954
Other {16y S8
Total 20y HL

NOTE 10 ~ GUARANTY AGENCIES' ADMNINISTRATIVE COSTS

Prior to October 1, 1993, the FFEL Program paid an administrative
cost allowance (ACA) equal to one percent of new loan volume to 2ll
guaranty agencies. In accordance with the Omnibus Budget
Reconciliation Act of 1993, which includes the Student.lLoan Reform
Act of 1993, the PFEL Program ACA was replaced by an administrative
expense allowance (AEA) which is funded by both the FFEL Program
and the William D. Ford Federal Direct Loan Program (Direct loan
Program) . Oof the $281.6 million of mandatory administretive
expenses during fiscal year 1994, $96.8 million was funded by the
Direct Lvan Progranm appropriations.

NOTE 11 ~ APPROPRIATED FUNDS RECEIVETD AND RETURNED

The FFEL Program draws on appropriated funds for the Liquidating
Account to pay the costs of pre~1992 loans, and for the Program
Account to pay ths costs of post-1991 loans. Appropriated funds
received for the Liquidating Account and Program Account were (in
thousands) :

_199¢ l.. N
Liquideting Account $ 2,718,007 $ 3,767,214
Program Account 3,002,998 _2TR.566
total | B RAR 3 L4230.707

The fiscal years 1994 and 1993 mid-session reviews of the FFEL
Program's subsidy costs determined that funds drawn from the
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Liquidating Account's and Program Account's appropriations would
not be needed during the fiscal years. Appropriated funds returned
to the U.S. Treasury for the Liquidating Account and Program
Account were (in thousands):

1996 1993
Liquideting Account $ 768,273 $ 682,107
Program Account 460,482 10,467
total tinnns pesn

Included in the Program Account's fiscal year 1993 appropriated
funds returned was $2 million that the appropriation legislation
earmarked for two commissions which were not subsequently
established, the Conmission on the Cost of Higher Education and the
National Commission on Independent Higher Education.

MOTE 12 ~ COMI'ITHENTS AND CONTINGEMCIES
Guaranty Agency Advances and Reserve Funds

Cumulative outstanding loan guarantees wers approximately $77
billion at September 30, 1994. These loans are guaranteed by 45
guaranty agencies, operating in a total of 54 states and
territories. Prior to 1965, guaranty agencies existed in 17
states. The Higher Education Act of 1965 provided that advances be
nade in the form of “seed money" to existing guaranty agencies and
for assisting in the formation of guaranty agencies in all states.
As of September 30, 1994, there was $40.2 million outstanding in
advances to guaranty agencies (also see Note 5, Advances to
Guaranty Agencies).

The aggregate balance of reserves at the guaranty agencies was $1.6
billion as of September 30, 1994 and $1.7 billion as of September
30, 1993. Re: erves are comprised of federal reinsurance payments,
ingsurance premiums, collections on defaulted loans (agencies are
allowed to keep approximately 27 percent of all funds collected to
cover collection costs), investment income, administrative cost
allowances/administrative expense allowance ané federal advanoes.
Disbursements from reserves are allowed for lender claims,
operating expenses, and reinsurance fees, and for reamitting to the
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Department its share (73 percent) of collections on defaulted
loans.

The Omnibus Budget Reconciliation Act of 1993 and the Student Loan
Reform Act of 1993 authorized the Department, as it deens
appropriate, to recover excess reserves. These raserves ares not
reported in the financial statements of the FFEL Program since the
Department's recovery of these amounts is contingent on the
Secretary's determination that such recovery would be appropriate.

Pinancial Difficulties of Guaranty Agencies

on October 31, 1990, the Department entered into agreements with
the Student Loan Marketing Association (SIMA, also known as Sallie
Mae) to wind down the operations of the Higher Education Assistance
Foundation (HEAF), the largest guaranty agency participating in the
FFEL Program at that time. HEAF was essentially financially
insolvent and was unable to pay lenders' default claims. Under the
agreements, SILMA agresd to manage HEAF's wind down over a three-
year period ending on December 31, 1993. SIMA was responsible for
disbanding HEAF and distributing its outstanding guarantees to
other guaranty agencies. The Department allowed HEAF to retain
the full amount of collections on defaulted loans during the three-
year period and agreed to pay HEAF 100 percent reinsurance without
regard to default rate. The majority of HEAF's net cash assets,
which amounted to $300 million (minus a reserve fund to pay
contingent liabilities), was returned to the Department on March
31, 1994. A deposit fund account entitled "HEAF Claims Reserves®
was established to hold the assets until no longer required to nest
claims against HEAF. At that time, the funds will be treated as a
collection in the Liquidating Account. In addition, HEAF has
egstablished a reserve fund of $34.7 milljon to provide for any
successfully asserted lawsuits against HEAF in the future.

loan guarantees not distributed to other guaranty agencies as of
December 31, 1993, are being managed by SLMA. SLMA is responsible
for all costs associated with managing this portfolio except for
default claims. The Department will continue to pay the
applicable reinsurance for default claims on these guaranteas.
These defaults will immediately ke assigned to the Department for
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collection. The net cost of loan defaults guaranteed by HEAF is
included in the FFEL Program's liabilities for loan guarantees.

SIMA Debt Obligations

The Higher Education Act of 1965, as amended, authorized the
Department to guarantee payment of principal and interest on
certain SLMA debt obligations issued by the U.S. Treasury prior to
October 1, 1984. It also provided the Department with borrowing
authority and further authorized appropriations, as necessary, for
repayment of funds borrowed in discharging the guarantee
obligation. SIMA is a shareholder-owned corporation chartered by
Congress in the Education Amendments of 1972 (Public Law 92-318) to
expand funds available for student loans by purchasing student
loans and thus providing liquidity to lenders originating such
loans. SIMA's borrowed amounts were consoiidated into one loan of
$5 billion in 1982. Loan principal payments of $30 million were
nade on an annual basis with a $4.3 billion balloon payment due in
1996 and a final $400 million payment in 1997. The floating rate
notes bore interest at 0.125 percentage points above the average
rate of the weekly 91-day Treasury bill auctions. The outstanding
principal balance of SIMA's debt abligation at September 30, 1993
was $4.79 billion. During fiscal year 1994, SIMA repaid the total
outstanding balance.

Borrower Class Actions

The Department is involved in pending litigation challenging the
enforceability of FFEL Program loans made to students who attended
various trade schools that have closed. In most instances, a large
percentage of the loans in question are in default and have been
acquired by guaranty agencies and reimbursed by the Department.
Thus, the Department has already incurred losses from payment of
defaults. No provision has been made in the principal financial
statements for any potential reductions in estimated future
collections related to the outcome of these suits, since the
Department's potential loss exposure is uncertain and cannot be
estimated with sufficient reliability.
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The William D. Ford Federal Direct Loan Program

Oon August 10, 1993, President Clinton signed the Omnibus Budget
Reconciliation Act oX 1993 (P.L. 103-66). A portion of that Act
entitled “The Student Loan Reform Act of 1993* requires the phase-
in of federal direct student lending. Direct student lending, as
a percentage of new student loan volume, will be phased in over
five years as follows:

Academic Year ___ Percent
1994-95 5%
1995-96 40%
1996-97 at least 50%
1997-98 at least 50%
1998-99 at least 60%

The Student Loan Reform Act of 1993 ensures adequate financing for
the current guaranty agencies during the transition and provides
for alternative mechanisms to assure loan guarantees in the svent
that any of the guaranty agencies do not continue to operate. The
Transitional Guaranty Agency, Inc. was formed to provide for the
continuing operation of the FFEL Program during all periods of time
when both the FFEL and Direct Loan Programs are in parallel
operation, and also to serve as a guarantor of last resort. The
implementation plans for the Direct Loan Program provide for the
Department's cost of transitioning outstanding guaranteed loans,
therefore no provision for such cost has been included in the FFEL
Program's principal financial statements.

Other Matters

The Department is involved in various other claims and legal
actions related to the FFEL Program arising in the ordinary course
of business. In the opinion of management, the ultimate
disposition of these matters will not have a material effect on the
financial statements of the FFEL Program.
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UNITED STATES DEPARTMENT OF EDUCATION
WASHINGTON. D.C. 10202

May 23, 1995

Steven A. McNamara

Assistant Inspector General for Audits
U.S. Department of Education
Washington, DC 20202

Dear Mr. McNamara:

This is in response to your request for comments on the draft audit report on the
financial statements of the Federal Family Education Loan Program (FFEL Program) for
the fiscal year ended September 30, 1994,

Thank you for the opportunity to comment on the report. We appreciate the efforts of
your staff in furthering our goal to improve student loan program management and
accountability. As noted, the Department has worked hard to improve the management
of the program and plans to continue this effort.

The Department is continuing actions to more effectively manage the FFEL Program by
recruiting and training the highest quality of program and financial managers; developing
new systems, such as the National Student Loan Data System (NSLDS) and a new
centralized accoumting system; improving gatekeeping functions; focusing greater
attention on guaranty agency oversight; actively pursuing legislative changes to reform
the student loan program; and transitioning from guaranteed lending to disect lending.

In response to comments in the report that unreliable loan data prevents the Department
from reasonably estimating costs, we disagree with your conclusion. We feel strongly
that the estimates of liabilities for loan guarantecs and subsidy expenses are reasonable.
For three consecutive years, these liabilities and expenses were consistent with cash flow
information that was found to be reliable. While there are internal control weaknesses
inherent in the program structure, this alone does not prevent determination of reliable
liability estimates for financial statement presentation. Original estimates (of which the
major portion was projected during September 1991) as compared to actual cash flows
show small variances and were consistently conservative. Also, the correlation between
estimated liabilities and cash flows is very clear. The amounts paid for default claims
and interest subsidies after the end of each fiscal year consistently provide evidence that
reported year-end liabilities exist and are reasonably estimated.

The Department recstimates its liabilities for loan guarantees each year, adjusting for
changes in interest rates, default rates, current legislation and other factors. These
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estimates use projections from the liability model referred to in the report as an initial
source of information, from which we perform extensive financial analyses to determine
a reasonable estimated liabitity. In addition, despite inaccuracies in some of the data
received from program participants, the overall risk of understating or overstating
liabilities and expenses is low for the following reasons:

(1)  Data received from guacanty agencies was used primarily to determine
loan default and collection relationships and trends, rather than absolute
amounts;

(2)  Fiscal year 1992 through 1994 statements of cash flows were found to be
reliable, indicating that the Department accurately reports the amount of
«payments made for default claims and interest subsidies;

(3)  Most lenders and guaranty agencies make timely and complete claims for
defaulted loans and interest subsidies in order to be reimbursed promptly;
and

4)  Reviews performed in prior years by the General Accounting Office and
an independent public accounting firm at guaranty agencies and lenders
did not identify material overpayments.

Additionally, factors that should assist us in analyzing and deterrnining liability estimates
and reduce the level of liabilities for loan guarantees and subsidy expenses in the future
are:

(1)  NSLDS, now being implemented, will improve the quality of student fcan
data and facilitate timely analyses of detailed information on coliections,
defaults, and other data used to estimate liabilities;

(2)  Student loan defaults are declining, primarily due to legislation requiring
the Department to discontinue guarantying loans to students attending
schools with excessive cohort defauit rates;

(3)  Direct Loan Program competition has encouraged guaranty agencies and
lenders to manage the FEEL Program more efficiently; and

(4)  Collections on defaulted loans are improving due to legislative changes,
including climination of the statute of limitations on active collections,
continuation of Internal Revenue Service offsets, and wage garnishments
of defaulted borrowers.
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With respect to the recommendations in the report, we are in general agreement.
However, before developing a comprehensive corrective action plan, we nced to further
analyze the specific recommendations to determine the best way to proceed toward
achieving the desired results. We plan to do so promptly and take all appropriate
corrective actions.

The Department is committed to continuing cooperative efforts to improve student loan
program management and to better serve program participants and the taxpayers. If you
have any questions, please contact Linda Paulsen, Office of Postsecondary Education at
(202) 708-4664 or Gloria Jarmon, Office of the Chief Financial Officer at (202)
401-0561.

Sincerely yours,

[\ (3 0’/ f z"’}p\//\
David A. W
Assistant Secre T

Postsecondary Education

Donald R Wurtz >4
Chief Financial Officer
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In response to the Department’s comments that the estimates of liabilities for loan guarantees
and subsidy expenses are reasonable, we believe that at this time there is insufficient reliable
audit evidence to support this conclusion. We have concluded this for the following reasons:

- The liabilities for loan guarantees and subsidy expenses are the most material and
significant balances on the financial statements. The amount of these liabilities in
the Department's financial statements for 1994 is equal to 178% of total assets and
90% of total liabilitics. Likewise, the subsidy expense reported is equal to 80%
of program expenses and 89% of net operating activity. Such significant balances
require more audit evidence than less material amounts.

- The FFELP’s liabilities for loan guarantecs were primarily calculated using an
OPE mode! for pre-92 loan guarantees and a Budget Services model for post-91
loan guarantees. Prior GAO and OIG audits reported that calculations of liabilities
using OPE's model cannot be considered reliable because the model is based upon
unreliable data. The model remains essentially unchanged. Budget Services'
model relies substantially upon the same trends and assumptions as OPE's.

- Revisions by OCFO to OPE’s projections are limited to reducing the collection
rate from 90%, allocating collections between principal and interest, and
estimating some other miscellancous fees and costs. These adjustments do not
address the impact of the underlying unreliable data on the models® projections.

- As stated in our report, we believe the comparison of model projections to actual
cash flows has merit. We do not believe, however, that three years of actual cash
activity is sufficient to support the reasonableness of a cohort’s cash flows which
occur, according to Department projections, over a period in excess of 10 yeats.
An analytical test of this type is insufficient as the virtual sole support for balances
as material as the liabilities and the related subsidy expenses.

- We agree there should be a direct correlation between a reasonable estimate of
liabilities and cash flows. This assumed correlation is weakened, however, by the
Department’s lack of controls to ensure accurate payments are made for defaults,
interest subsidies, and special allowances. Without such controls, we have less
comfort that recent volumes of actual cash flows are representative of future
trends.

We agree with management's statement that internal control weaknesses alone do not prevent
determination of reliable estimates for financial statement purposes. Therefore, we
emphasize that our disclaimer is based upon the la:k of sufficient reliable data and not on
internal control weaknesses that may have contributed to the lack of reliable data.
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